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The Ultimate Effect of Deficit Financing 


by Maurice H. Stans 


ESPITE the frequent and almost regular flareups of heat in the cold war, Mr. Khrushchev 
has made it plain he does not want to face the risks of a shooting war. He believes that he can 
win the cold war because his system can be kept under rigid control while waiting for ours to 


destroy itself through its inherent weaknesses. 
In other words, he would like to confine this present 





in, with borrowings making up the differences? 


struggle to a war of subversion, of propaganda, and 
of competition in economic forces. If he wins on these 
fronts he can impose on the world the Communist 
social order. 


Now that we are digging so deeply into our pockets 
to increase our military strength, it would seem desir- 
able that we ask some questions about how we are 
doing in the contest of economic forces. All the effort 


There are those who say that we should not worry 
about deficits that are “reasonable” in size, whatever 
“reasonable” means; that we should run deliberate 
deficits in some years because we can pay them back 
later out of surpluses; and that we can afford anything 
we think we need. 


Those who advocate this course seem to assume 
that this is a wholly proved theoretical proposition, 


at the moment seems to center 
on the comparative rates of 
growth in Russia and the 
United States—but what other 
factors are part of the eco- 
nomic contest? Can we win 
the battle of growth and still 
lose on the economic front— 
and with it the war? 


These questions need to be 
answered in the context of a 
subject that is increasingly in 
the headlines these days—our 
government’s fiscal deficits. 
What are the likely conse- 
quences of the government 
spending more than it takes 


This Issue In Brief 


Inflation has been a close corollary of 
deficit financing in many countries, Mr. 
Stans notes in this Review. The experi- 
ences of these nations make it clear, he 
says “that no nation—not even the strong- 
est in the world—can continue to pile up 
huge deficits without risking inflation.” 

The key to the ultimate effect of deficit 
financing, he says, is the Federal budget 
“and what we do with it.”” Because we are 
not now effectively using the budget to 
set priorities for spending, but using it 
“largely as a convenient listing for hand- 
outs,” there is a serious danger that expend- 
itures will get completely beyond control, 
that inflationary deficits will dominate 
national economic policy, that “we shall 
head further down the road toward eco- 
nomic collapse.” 





not to be questioned. They 
say nothing about the risks 
that go with this course, the 
chances of failure, and par- 
ticularly the major danger of 
inflation that threatens if the 
theory proves to be unsound. 


Foitunately, we don’t have 
to rely wholly on theory. We 
don’t have to look too far or 
too hard to find the ultimate 
effects of large scale govern- 
ment deficit financing. Under 
force of circumstances, many 
governments have resorted to 
the procedure at various times 
and places. 
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Inflation has been a close corollary of deficit financ- 
ing in many countries. In 1950-1959 alone, twenty- 
nine countries plagued with inflation saw the cost of 
living advance by more than 50%. These countries, 
included France, Spain, Greece, Austria, Finland, 
Australia, Mexico, Peru, Colombia, Turkey, Uruguay, 
and others. 


The people of these countries know what this has 
cost them—in the loss in values of their money, their 
pensions and their insurance, in the lessening of their 
security, in deprivation and suffering. When things 
got to be unbearable, many of them threw out their 
governments. Frequently, they ended up with a totali- 
tarian regime of either the right or the left, and indi- 
vidual freedom became extinguished. This is what 
happened in Germany after World War I, and later 
in China, Hungary, and elsewhere. 


These experiences make it clear that no nation— 
not even the strongest in the world—can continue to 
pile up huge deficits without risking inflation, a loss 
of integrity in its money, an international collapse of 
confidence in that nation’s soundness, and worse. 


The end of this road is national bankruptcy. It can- 
not be averted by postponing action until the time 
when inflation stops creeping and starts galloping. It 
cannot be averted by waiting until a frantic govern- 
ment seeks to turn the tide by rigid controls on wages, 
prices and production. It cannot be averted by waiting 
for that time when people start rushing out to spend 
their money lest it fall further in value even while 
they hold it. 


The insidious thing about inflation is that it is a self- 
caused disease. In its early stages it even seems to be 
pleasant, because it brings a false euphoria of pros- 
perity. It starts by creeping slowly. It becomes painful 
and frightening only as it gains momentum. And there 
are no clear road signs that measure how far the course 
will take us, no natural stopping places to reconsider 
the direction, and no landmarks that designate the 
point of no return. If inflation is to be stopped it must 
be stopped in motion. 


Is the U.S. on this disastrous trail? If so, how far 
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along are we? Can we turn back? To answer these 
questions we need first to review our recent history 
of government finances. 


In the ten years between 1949 and 1959 the value 
of the United States dollar fell by 18%, or to put it 
in another way the cost of living rose 23% . Of course 
the rate of inflation varied a great deal from year 


to year. 


This is important: The rise in prices in the United 
States—actually small relative to so many other coun- 
tries—occurred despite strong government efforts to 
check inflationary forces. 


The tax burden is at an all time high and going 
higher. Our total Federal, state and local tax bill 
amounts to 29 cents of every dollar of the nation’s 
total annual production. The Federal debt is at a peak 
of over $290 billion. 


In addition to direct debt, the government has piled 
up huge unfunded liabilities and commitments for 
future spending that total more than the debt itself. 
Two years ago, as Budget Director, I compiled a list 
of these obligations maturing in the future, mostly for 
past services, and it came to about $450 billion. Added 
to the current debt at close to $300 billion, our total 
commitments now reach the almost incredible total 
of $750 billion, or three-quarters of a trillion dollars. 
And even this stratospheric amount doesn’t include 
another $250 or $300 billion we will need to collect 
in future tax increases to make good on our present 
promises under the social security system. 


Does Compensatory Policy Work? 


It was in the 1930's that we first heard the theory 
of compensatory fiscal policy for the government — 
that we can deliberately spend all we want in some 
years and we'll pay it back in good times. But does it 
work that way? 


In the 30 fiscal years since 1931, the federal budget 
has shown a surplus only six times, while we went in 
the red 24 times. For fiscal 1962, we are faced with 
Federal expenditures that may reach an unprecedented 
peacetime total approaching $90 billion, an increase 
of more than $13 billion above the previous adminis- 
traticn’s last full year, and about $15 billion above the 
highest year of the Korean War. Federal receipts, 
while at an all-time peak, are likely to fall short of 
spending by $7 billion or more—another huge deficit, 
following on $4 billion in the year just ended. 


When the 87th Congress returns for its second ses- 
sion in a few months, there is a real possibility (even 
without further international problems) that it will be 
dealing with Federal budget proposals for next year 
that could total above $95 billion—unless there is a 
sharp change of direction. And with such a budget 
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we will probably have another deficit or more tax 
increases. 


Consider the risks we take with this compulsion to 
spend. If, instead of sustained recovery, we should 
happen to move into a recession some time in 1962 
or 1963, the drop in revenues combined with planned 
increases in expenditures could well produce a deficit 
on the order of $20 billion or more. This is not a 
prediction, but a warning that so long as we cannot 
control the economic cycles we ought to leave 
more room for safety in our planning of government 
finances. 


Whatever the circumstances, it is highly unlikely 
that our Federal government will ever balance out its 
deficits and surpluses within the business cycle. For 
one thing, the business cycle is too hard to distinguish 
while it is happening. For another, government spend- 
ing does not respond quickly to changes in policies. 
But, more importantly, the history of the last one-third 
of a century since this theory was advanced shows 
that it is much more pleasant to spend than to pay 
our debts. Without a complete reversal of our national 
habits, we will not achieve the surpluses to pay back 
the deficits we are now incurring. 


Nor is it enough to say that all these Federal expen- 
ditures are needed to back up our international com- 
mitments and to reinforce America as the defensive 
bastion of the free world. The fact is that, up to this 
year at least, the biggest recent increases have been 
in non-defense spending. Between fiscal 1955 and 
1961, national security spending increased 17% but 
domestic-civilian spending jumped 43%. 


Judging by the actions in the 1961 session of the 
Congress, and the proposals before it, there is no dis- 
position in Washington to cut down on butter for the 
sake of guns. 


After Mr. Eisenhower presented his final budget 
in January, requests for increased current spending 
by the new administration amounted to some $10 
billion, plus another $9 billion in advance authority to 
spend. We have become so accustomed to talking 
about billions that we forget that $10 billion is an 
added $220.00 a year a year tax load to be borne by 
every family of four. 


Most of the proposed increases in spending were 
in the domestic non-military field. And the compul- 
sion to spend persists. For example: 


(a) Despite a prospective economic boom, evi- 
denced in part by the fact that more than half of the 
“depressed areas” show significant gains in employ- 
ment, plans proceed to pour hundreds of millions into 
these areas. 


(b) Higher costs for farm programs are forecast, 
despite the fact that many farmers object to these 


handouts and others go out of their way to hold farm 
programs up to ridicule. 


(c) Welfare thinking by government officials has 
advanced to the point that an independent community 
like Newburgh, N. Y., is sneered at by Federal and 
state officials and ends up in court when it dares to 
try to clean up a mess in its own welfare program. 


(d) Despite what are described as grave new inter- 
national problems, the Congress was asked to spend 
some $6 billion in new Federal aid to education, even 
though the mythical nature of the school classroom 
and teacher shortage has become clear to almost 
everyone. 


One of the most callous breaches of fiscal responsi- 
bility has been this year’s concerted effort to authorize 
billions of dollars of “backdoor spending,” outside the 
regular appropriations process. This is highly danger- 
ous. Already, in rapidly growing trust funds—social 
security, highways and others—many billions of Fed- 
eral spending escape close Congressional scrutiny. 
By moving more billions beyond the power of the 
appropriations committees, through backdoor spend- 
ing for long periods, the Congress will commit future 
Congresses to its programs, will put unseemly and 
possibly unconstitutional power in the hands of the 
President, and will destroy the orderly processes of 
financial control. 


Gapmanship 


Various economic reasons are given for the pres- 
sures to spend. Those who want more public activity 
say, for example, that Russia is growing faster than 
we are and that the government ought to step in and 
prod the economy so we stay ahead. A related view 
is that the nation is rich in private production but 
poverty-stricken in the public area, and that the gov- 
ernment should step in to redress the balance. Next, 
the economic medicine men see a gap between poten- 
tial and actual production and they attribute this gap 
to inadequate demand. Lacking faith in the capacity 
of private enterprise to generate full employment, they 
urge an expansion of Federal spending to put everyone 
to work. 


I call this gapmanship—creating a gap from a false 
premise and then seeking to close it to satisfy an 
objective—in this case, to achieve the welfare state. 


Russia is not gaining on us. While percentagewise 
its growth is greater than ours, our absolute increase 
in production of goods and services, year after year, 
is greater than theirs. We are widening the gap, not- 
withstanding their opportunities to advance from a low 
base by following the technical advances of the free 
world. 


The current evidence of widespread recovery and 
renewed growth makes governmental actions based 
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on gapmanship potentially dangerous. As private busi- 
ness activity is rising and passing previous peaks, new 
Federal programs are just getting underway, and so 
Federal expenditures will probably continue to rise 
when any need for them will have passed, as happened 
in the 1958 recession. This could mean a further rise 
in prices, renewed balance of payments difficulties, 
and possibly a return to government control of wages 
and prices. 


We can continue to grow at a good rate, and solve 
our problems of underemployment, without all this 
government stimulation. The national economy has 
proved itself the most bountiful on earth, thanks to 
its free market and the other characteristics of private 
enterprise. What we need is less government rather 
than more government to permit the economy to de- 
velop further and without restraints and controls. 


There is one last thing that should be made clear on 
this subject before trying to point out what we should 
do about it. Obviously, deficit financing is not the 
only cause of inflation nor will inflation automatically 
follow in the same degree as deficit financing. Other 
factors can contribute to inflation, especially wage 
increases beyond the measure of increases in produc- 
tivity. And a continuing deficit in our balance of pay- 
ments can harm us significantly if it leads to further 
loss of our gold and loss of international respect for 
our money. 


These are all dangers to our economic strength, 
and we should avoid them as fully as we can. We 
should not continually practice the kind of brinkman- 
ship that invites calamity. If we should ever have a 
combination of several of these unfavorable forces at 
work at the same time—results could be catastrophic. 


What Do We Do? 


The key to all these problems —the key to the 
ultimate effect of deficit financing —is the Federal 
budget and what we do with it. We cannot afford to 
treat the budget merely as a list of spending programs. 
As President Eisenhower said in his final budget mes- 
sage last January: 


“The budget process is a means of establishing 
government policies, improving the management 
of government operations, and planning and 
conducting the government’s fiscal role in the 
life of the nation. Whether that role is increas- 
ing, decreasing, or remaining unchanged, the 
budget process is perhaps the most significant 
device for planning, controlling, and coordinat- 
ing our programs and policies as well as our 
finances.” 


Because we are not now effectively using the budget 
to set priorities for spending, because we are in fact 
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now using it largely as a convenient listing for hand- 
outs, there is a serious danger that expenditures will 
get completely beyond control, that inflationary defi- 
cits will dominate national economic policy, that we 
shall head further down the road toward economic 
collapse. And that is what Khrushchev wants us to do. 


We need not follow this course. We must not. We 
will not if the American people come to recognize 
all facets of the crisis facing us. The protection of 
the nation’s security requires that we be economically 
strong as well as militarily strong. The budgetary 
flexibility we need to meet real emergencies can be 
provided only if we set a sharp limit on less vital 
spending. 


This, essentially, is the problem for all of us — 
government official and layman, Congressman and 
voter. We must face up to what we will do to our 
country if we feebly accept a steady diet of deficits 
and irresponsible fiscal policy. 


We must identify inflation as a dangerous drug 
for the unthinking in and out of government. 


We must recognize that inflation has already re- 
duced the purchasing power of our dollar to 47 cents 
since 1939. 


Although the fundamental decisions will be im- 
plemented in Washington, the future course will be 
set back home in Dallas and Fort Worth, in Los 
Angeles, in Newburgh, N. Y. Government costs are 
booming because not enough people have been willing 
to say “No” to government. On the other hand, spend- 
ing pressure groups of all kinds have been steadily 
and successfully entreating Congress to provide a 
wide assortment of aids and handouts. These groups 
too often are abetted by public officials who are con- 
cerned mostly about building up the functions and 
appropriations of their particular agencies and by 
candidates for public office making bigger promises 
than their opponents. 


Genuine “public demand” has had far less to do 
with huge expenditure increases. The public has been 
offered more public services than it needs, and has 
accepted them without reckoning the costs. 


The most strenuous efforts will be required by all 
of us to help the public reckon the costs, to become 
more aware of the clear and present danger of dis- 
astrous inflation through ill-conceived government 
fiscal policies. 


Americans are not soft and decadent, as some 
would have us believe. They retain the strength 
and power and willingness to make the right fiscal and 
economic decisions for these perilous times, if the 
dangers ahead are pointed out to them clearly and 
forcefully and continually. 
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